&! -
M.éggg M ' I I I ma n 1921 Gallows Road

Suite 900
Vienna, VA 22182
USA

Main  +1 7039170143
Fax +1 703 827 9266

January 6, 2012

milliman.com

Via Overnight Delivery

Ms. Sarabeth Snuggs

State Retirement Director

Division of Retirement

1317 Winewood Boulevard, Building 8
Tallahassee, FL 32399

Re:  Study Reflecting the Impact to the Flarida Retirement System of
Members Initially Enrolled on or afterJuly 1, 2012 Defaulting into Investment Plan

Dear Sarabeth:

As you requested, we have studied the fiscal impact to the Florida Retirement System of setting
the Investment Plan as the default plan election for members initially enrolled on and after July
1,2012. We have recalculated the uniform or “blended” rates for the 2012-2013 fiscal year
based on the required contributions to the Florida Retirement System Defined Benefit and
Investment Plans, after reflecting the assumed shift in payroll from the Defined Benefit (DB) Plan
to the Investment Plan (IP) as a result of the proposed change.

Background

Currently, newly enrolled members have five months during which to make an initial election into
the Defined Benefit plan or the Investment Plan. If 3 member has not made an active election
by the end of the fifth month following enroliment, the member defaults into the DB plan. After
the period during which a member has the initial choice to elect the DB plan or the IP, the
member retains one “second election” opportunity before retirement where the member may, at
the member’s discretion, choose to move from the initially elected plan into the other plan.

Under the proposal, newly enrolled members would still have five months during which to make
an initial election into the DB plan or IP. Ifthe member has not made an active election by the
last business day of the 5" month following enrollment, the member would default into the IP
instead of the DB plan. Also, newly enrolled members would no longer have a “second election”
opportunity. Once the initial active or default election occurs, the only “choice of membership”
will have expired.

Methods and Assumptions

We have discussed with the Division and the State Board of Administration (SBA) statistics
reflecting the elections of new enrollees under the current provisions. Currently, approximately
25% of new enrollees make an active election into the IP, 23% make an active election into the
DB plan, and the remaining 52% default into the DB plan after making no active election.
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Through surveys and polling, the SBA has ascertained that of the 52% who currently default into
the DB plan, nearly half ( 45%) allow this default by choice because they want to participate in
the DB plan.

Therefore, based on current patterns of new entrant elections, we assumed the following pattern
of elections for purposes of the study:

Percentage of New Current Proposed
Entrant Elections (DB = default) | (IP = default) | Comments
25% P IP Active IP election
23% DB DB Active DB election
23% DB DB Default to DB by choice
29% DB IP True default (no election)

Thus, for purposes of the study, we assumed that 46% of new enrollees (23% + 23%) would
enter the DB plan with their initial election and 54% of new enrollees (25% + 29%) would enter
the IP with their initial election, if the IP plan were the default instead of the DB plan.

In this study, we recalculated the uniform or “blended” rates for the 2012-2013 fiscal year based
on the required contributions to the Florida Retirement System IP and DB plans, after reflecting
the increase in IP payroll as a result of the proposed changes. The assumptions above of 46%
and 54% reflect the proportion of members by count. The actual elections will determine the
actual DB versus IP payroll allocation.

At this point, we feel there is not evidence one way or another on which to base or modify an
assumption regarding the elimination of the “second election”. Therefore, our analysis assumes
no impact due to the elimination of the “second election” option.

We used demographic and economic assumptions consistent with those used in the July 1,
2011 valuation, modified as discussed above. The study projected the change in uniform
blended rates for the 2012-2013 fiscal year.

Results

Table | shows the results of our study based on actual levels of participation in thelP and DB
plans as of July 1, 2011, adjusted to reflect an expected increase in IP participation. The resuits
of the table are based on an assumption that the IP payroll will increase during fiscal year 2011-
2012 (due to salary inflation and membership growth) at the same rate that it increased during
fiscal year 2010-2011, plus 54% of new enrollees are assumed to enter the IP (as opposed to
25% assumed currently). Thus, in total, the projected July 1, 2012 IP payroll is approximately
15.4% greater than the [P payroll as of July 1,2011. The projected IP payroll comprises
approximately 15.9% of total payroll in fiscal year 2011-2012, as compared with 13.3% in fiscal
year 2010-2011.

Section A includes the normal cost as of July 1, 2011 of the Defined Benefit Plan. Section A
does not include the UAL cost because such contribution rates are applied to a larger total
payroll. Section A, line 3 shows the total employer normal cost of the DB plan as the product of
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normal cost contribution rates and projected normal cost payroll.

Similarly, Section B calculates the total employer cost of the Investment Plan as the product of
applicable employer contribution rates and projected IP payroil. IP payrollis projected to mimic
the fiscal year 2010-2011 increase, and includes a larger proportion of new enrollee payroll, as
described above.

Section C of the table shows the sum of the DB normal cost and Investment Plan cost as dollars
and as a percentage of total payroll (DB projected normal cost payroli plus IP projected payroll).

Section D of the table shows the UAL cost as of July 1, 2011 of the Defined Benefit Plan.
However, the UAL cost rates are slightly different from those in Table |\4 of the July 1, 2011
valuation reponrt. This is because total payroll (DB plus IP) has been projected forward one year
using the valuation salary inflation assumption of 40% for determining blended rates. The IP
payroll is projected individually by membership class to increase as described above. DB
projected payroll is equal to the total projected payroll less the IP projected payroll. Thus,
though the IP payroll and DB payroll in total increase by 4.0%, there are variations in the
increase by membership class. As a result, the UAL cost rates shown in Table | (line (D1)(b))
may be a larger or smaller percent of payroll based on whether the IP plan payroll for that
particular membership class grew in excess of or less than 4.0% during fiscal year 2010-2011.
The projected payroll in line (D2) is greater than the projected payroll in line (A2) because it
includes the salaries of members subject to only the UAL contributionrate.

Section E shows there is no UAL cost attributable to the Investment Ran.

Section F calculates the “Blended” UAL cost as dollars and as a percentage of total payroll (DB
projected UAL payroll plus |P projected payroll).

Section G shows the final Blended Uniform Contribution Rates as the sum of the “Blended”
Normal Cost Contribution Rates from Line (C3) and the “Blended” UAL Contribution Rates from
Line (F3). The employers of employee groups subject to only the UAL contribution rate will pay
the “Blended” UAL Contribution Rates shown in Line (G2) of the table. The Total Adjusted
Contribution Rates shown in Line (G3) of the table will be paid on all other salaries.

Section H shows the final Blended Uniform Contribution Rates developed in the July 1, 2011
valuation. These rates come directly from Section G of the Blended Rate Study dated
November 30, 2011 prepared in conjunction with the July 1, 2011 actuarial valuation.

Section | shows the increase (or decrease) in the Blended Uniform Contribution Rates of the
studied proposal over the rates determined by the July 1, 2011 valuation.

The contribution rates shown in the table exclude the 0.03% contribution rate for IP
administration and education (applied to all classes except DROP) and the 1.11% contribution
rate for the health insurance subsidy (HIS), which apply across the board to the IP and DB
plans.
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Under current law, the blended rates reflect a payroll allocation of about 85% DB and 15% IP.
Based on current election trends, we would expect the IP payroll to approach a 20% to 25%
allocation, and the DB payroll to be proportionately reduced to 80% to 75%. Under this proposal
the current DB/IP payroli allocation for fiscal year 2012-2013 only changes modestly. However,

-_longer term we would expect the IP payrolito.approach and slightly exceed 50% of the total FRS
payroll. The payroll splits are the basis for the weighting of the DB and IP contribution rates
used to develop the blended rates.

The trends and/or law change leading to a greater IP participation rate may also affect the DB
O UAL contfribution rate in at least two ways. First, because fewer members would be enrolling in
U the DB plan, future measurements of the actuarial liability will be less than expected under
( yeurrent law. Second the DB payroll will grow more slowly meaning our current assumption of an
~~annual 4% increase in the total DB payroll may have to be reduced. This would_result in larger
amortization payments_in the shortterm but lower in the out years since the DB payroll- will be
assumed to grow more. slowly. Note in this study the blended UAL rate is reduced because
more payroll is being allocated to the IP plan and the DB UAL contribution rate was not adjusted
upward to reflect this fact.

The calculations are based on data provided to us by the Division of Retirement for the July 1,
2011 actuarial valuation. We have not audited or verified this data and other information. If the
underlying data or information is inaccurate or incomplete, the results of our analysis may
likewise be inaccurate or incomplete. These calculations are based on the standard entry age
actuarial cost method.

We performed a limited review of the data used directly in our analysis for reasonableness and
consistency and have not found material defects in the data. If there are material defects in the
data, it is possible that they would be uncovered by a detailed, systematic review and
comparison of the data to search for data values that are questionable or for relationships that
are materially inconsistent. Such a review was beyond the scope of our assignment.

This analysis is based on the July 1, 2011 actuarial valuation methods andassumptions. The
datawas based on the July 1, 2011 FRS actuarial valuation database. The results of our study
depend on future experience conforming to those actuarial assumptions discussed earlier in this
letter. Future actuarial measurements may differ significantly from the current measurements
presented in this report due to many factors, including: plan experience differing from that
anticipated by the economic or demographic assumptions; changes in economic or
demographic assumptions; increases or decreases expected as part of the natural operation of
the methodology used for these measurements (such as the end of an amortization period) and
changes in plan provisions or applicable law. Due tothe limited scope of our assignment, we
did not perform an analysis of the potential range of future measurements. In addition, the
cost/(savings) of the proposed change will depend on the actual legislation.

Milliman's work product was prepared exclusively for the internal business use of Florida
Department of Management Services, Division of Retirement. Itis a complex technical analysis
that assumes a high level of knowledge concerning the Florida Retirement System’s operations,
and uses Division data, which Milliman has not audited. To the extent that Milliman’s work is not
subject to disclosure under applicable public record laws, Milliman's worked may not be
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provided to third parties without Milliman’s prior written consent. Milliman does not intend to
benefit or create a legal duty to any third party recipient of its work product. Milliman’s consent
to release its work product to any third party may be conditioned on the third party sighing a
Release, subject to the following exceptions:

(@) The Division of Retirement may provide a copy of Milliman’s work, in its entirety, to
the System’s professional service advisors who are subject to a duty of
confidentiality and who agree to not use Milliman’s work for any purpose other than
to benefit the System.

(b) The Division of Retirement may provide a copy of Milliman’s work, in its entirety, to
other governmental entities, as required by law.

No third party recipient of Milliman’s work product should rely upon Milliman’s work product.
Such recipients should engage qualified professionals for advice appropriate to their own
specific needs.

The consultants who worked on this assignment are pension actuaries. Milliman’s advice is not
intended to be a substitute for qualified legal or accounting counsel.

I, Robert Dezube, am a consulting actuary, for Milliman, Inc. We are also members of the
American Academy of Actuaries, and meet their Qualification Standards to render the actuarial
opinion contained herein.

Please call if you would like to further discuss this project.
Sincerely,
Milliman, Inc.

Kathryn M. Hunter, ASA
Associate Actuary

Aot A

Robert S. Dezube, FSA
Consulting Actuary
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